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Notice to Readers
We, as members of the AICPA staff, have developed this Audit
Risk Alert to provide you, as an auditor of financial statements of
state and local governments, with an overview of recent economic,
industry, regulatory, and professional developments that may affect
the audits you perform. This document presents brief summaries
of recently issued accounting and auditing pronouncements and
legal and regulatory provisions. We present those summaries for
your information only; you should not rely on them as a substitute
for a complete reading of the source material.
This publication is an Other Auditing Publication as defined in Statement on Auditing Standards (SAS) No. 95, Generally Accepted Auditing Standards (AICPA, Professional Standards, vol. 1, AU sec. 150), as
amended. Other Auditing Publications have no authoritative status;
however, they may help the auditor understand and apply the SASs.
If an auditor applies the auditing guidance included in an Other
Auditing Publication, he or she should be satisfied that, in his or
her judgment, it is both appropriate and relevant to the circumstances of his or her audit. This publication was reviewed by the
AICPA Audit and Attest Standards staff and published by the
AICPA and is presumed to be appropriate. This document has
not been approved, disapproved, or otherwise acted on by a senior technical committee of the AICPA.
Mary McKnight Foelster
Director
Governmental Auditing
and Accounting

Robert Durak
Director
Accounting and Auditing
Publications

Copyright © 2006 by
American Institute of Certified Public Accountants, Inc.
New York, NY 10036-8775
All rights reserved. For information about the procedure for requesting permission
to make copies of any part of this work, please visit www.copyright.com or call
(978) 750-8400.
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State and Local Governmental
Developments—2006
Economic, Industry, and Environmental Developments
The State of the Economy

The Nelson A. Rockefeller Institute of Government publishes
frequent updates on state fiscal conditions. The Institute’s report
on the January–March 2006 quarter, at rfs.rockinst.org/exhibit/
9058/Full%20Text/RR_64.pdf, included these highlights:
• Tax revenue totaled $146.6 billion, up 6.8 percent from
the same period in 2005.
• Adjusting for inflation and legislated tax changes, growth was
0.3 percent, the slowest real adjusted growth in nine quarters.
• Nominal growth in total taxes and corporate income taxes
was dragged down by a sharp falloff in one state’s corporate
income tax collections due to its tax amnesty collections
one year ago. Personal income taxes and the sales tax
showed strong growth, as did corporate taxes and total
taxes when adjusted for the amnesty.
• Revenue growth was strongest in the Far West (13 percent
after amnesty adjustment) and weakest in the Great Lakes
(5 percent).
• The western regions continue to lead the nation in employment growth.
• State tax revenue growth was reduced by $66 million in
net enacted tax cuts.
Another Institute report, at rfs.rockinst.org/exhibit/9032/Full%
20Text/RR_62.pdf, indicates that the areas with the largest increases in the states’ 2006 budgets were Medicaid, education (primary, secondary, and higher), and corrections. A perennial area of
1
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concern for state finances is the amount and growth in employee
health care and pension costs. There also is an effect on the states’
finances from the Medicare Prescription Drug Improvement and
Modernization Act of 2003 (MMA) (Public Law [P.L.] 108-173,
December 8, 2003), which requires the federal government to
charge the states in exchange for taking over the states’ Medicaid
drug costs. The Congressional Budget Office has estimated that
the required state contributions, also known as clawback payments, will total $5 billion in the 2006 federal fiscal year and rise
steeply in the ensuing fiscal years.
Fiscal conditions for municipalities also are improving. In a recent survey by the National League of Cities (NLC), at
www.nlc.org/content/Files/RMPctyfiscalcondbrf05.pdf, 63 percent of the responding finance officials said their jurisdictions
were better able to meet their financial needs during 2005 than during the previous year, and 59 percent said they expect their jurisdictions to be better able to meet their 2006 needs, relative to 2005.
Fiscal challenges continue to be rising costs for employee wages,
health care, and pensions as well as for public safety and infrastructure needs. Some jurisdictions are concerned about declines in property tax revenues because of slowing or declining real estate markets.
The most positive assessments of current and future municipal financial condition came from finance officials in jurisdictions that
rely on sales taxes, and from those in the South. Most frequently,
municipalities are increasing revenues by increasing fees and
charges for services and property tax rates. Another NLC survey, at
www.nlc.org/content/Files/06_SofAmCitiesBrief%20(2).pdf,
confirmed many of these findings.
Natural Disasters

Significant portions of the United States were severely affected by
the 2005 Atlantic hurricane season, with damages over $100 billion and more than 1,800 deaths. Virtually all sectors of our society responded to the disasters, including accounting and auditing
standards setting organizations.
The AICPA has developed the following four technical practice
aids (TPAs) in response to questions arising from the disasters:
2
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1. TIS 8345.01, Audit Considerations When Client Evidence
and Corroborating Evidence in Support of the Financial Statements Has Been Destroyed by Fire, Flood, or Natural Disaster
2. TIS 8345.02, Considerations When Audit Documentation
Has Been Destroyed by Fire, Flood, or Natural Disaster
3. TIS 9070.05, Consideration of Impact of Losses From Natural Disasters Occurring After Completion of Audit Field
Work and Signing of the Auditor’s Report But Before Issuance
of the Auditor’s Report and Related Financial Statements
4. TIS 5400.05, Accounting and Disclosures Guidance for
Losses from Natural Disasters—Nongovernmental Entities
Help Desk—Recent auditing and accounting TPAs are on the
AICPA Internet Web site at http://www.aicpa.org/members/
div/auditstd/Recently_Issued_Technical_Practice_Aids.asp
and http://www.aicpa.org/members/div/acctstd/general/recent
_tpas.asp.

The final TPA in the above list, which provides that losses from a
natural disaster of a type that is reasonably expected to reoccur
should not be reported as extraordinary, does not apply to governmental entities. That is because the Governmental Accounting
Standards Board (GASB) has different guidance for disaster-related events, as discussed in a front-page article in the November
2005 edition of the GASB’s monthly newsletter, The GASB Report. Although The GASB Report is not a recognized source of authoritative accounting guidance, that article identified sources of
relevant generally accepted accounting principles (GAAP) literature that could be used to report the results of disaster-related
events and contacts for accounting and financial reporting information. Perhaps the most important information conveyed in
that article was that governments’ reporting of losses resulting
from the hurricanes as extraordinary should be based on a factsand-circumstances approach. Specifically, the losses experienced
by certain governments may, based on facts and circumstances, be
reported as extraordinary. That is consistent with item 7.217 in
the GASB staff ’s Comprehensive Implementation Guide, which lists
3
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among its examples of extraordinary items: “Significant damage
to the community or destruction of government facilities by natural disaster (tornado, hurricane, flood, earthquake, and so forth)
or terrorist act. Geographic location of the government may determine if a weather-related natural disaster is infrequent.”
Help Desk—The “References for Additional Guidance” section
later in this Alert discusses how to access GASB documents.

Last year’s hurricanes may have either or both short-lived or longlived effects on a government’s finances. Besides the obvious effects on the financial position and condition of jurisdictions in
the storms’ paths, a number of governments have experienced increased tax revenues because of rebuilding and restocking. Some
areas are experiencing economic growth that is driven by their
growth in population; people affected by the storms are relocating to these areas, sometimes permanently. Some governments
are experiencing significant changes in their spending patterns for
the costs of services, such as for public safety and health, for displaced persons. Some governments donated capital assets, supplies, and personal services to organizations and persons in the
affected areas.
Through December 31, 2006, the Internal Revenue Service
(IRS) is allowing employees to donate compensated absences balances in exchange for their employer making cash contributions
to a qualified tax-exempt organization providing help to Hurricane Katrina victims. Employees do not pay income taxes on the
leave they forego and employers that pay income taxes may
deduct cash contributions either as a charitable contribution deduction or a business expense deduction. Auditors may observe a
higher-than-normal use of compensated absences balances because of this donation program. That unusual use should be
taken into consideration in future years when governments use
historical use patterns to calculate the current/noncurrent balances of the compensated absences liability and estimate their liabilities for sick leave termination payments.
Help Desk—The IRS has a Question-and-Answer document
addressing this program on the Internet at www.irs.gov/pub/
irs-utl/katrina_q&a.pdf.
4
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The U.S. Government Accountability Office (GAO, formerly the
U.S. General Accounting Office) has provided temporary exemptions from certain provisions of the 2003 revision of Government Auditing Standards (GAS, Also known as the Yellow Book) for auditors
and audit organizations affected by Hurricanes Katrina and Rita and
additional guidance to auditors to protect the public interest related
to government spending of public funds in the relief effort. The
“Government Auditing Standards Developments” discussion in the
“Audit and Attestation Issues and Developments” section of this
Alert addresses that guidance. Certain federal financing and regulatory agencies, such as the U.S. Department of Homeland Security
(DHS) and the U.S. Office of Management and Budget (OMB),
also have issued guidance relating to the disasters. The AICPA Audit
Risk Alert, Government Auditing Standards and Circular A-133 Audits—2006 discusses that guidance. The AICPA also has provided
disaster-related peer review relief; see the discussion in the “Audit
and Attestation Issues and Developments” section of this Alert.
Retiree Health Care Costs

Many governments previously have not measured or disclosed in
their financial statements their obligations to pay retiree health
care costs and other postemployment benefits other than pensions (OPEB). With the impending implementation of two
GASB Statements that address the accounting and financial reporting for those costs, as discussed in the “Accounting Issues and
Developments” section of this Alert, the press is starting to focus
on the potentially significant sum of those obligations, sometimes into the billions of dollars for an individual state. In addition, a government that does not manage its OPEB liability on a
go-forward basis, especially the growth in its liability, could find
that lack of action is negatively affecting its credit rating.
Many predict significant changes in OPEB as governing bodies become better informed through actuarial or similar valuations about
the amount of the obligations and the effects of not managing
them. Some governments have formed task forces to help them
identify solutions. Auditors should consider being prepared to answer their auditees’ questions about managing those obligations.
5
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Common solutions for managing the OPEB obligation and its
growth are to restrict new entrants into the plan, raise the employee cost share, lengthen the vesting period, restrict ad hoc
benefit increases, and convert a defined benefit plan to a defined
contribution plan. Another common solution is to begin to advance fund the obligation as normally is done with pension obligations, which is a long-term solution to a long-term obligation
that will take years with a well-managed funding program to fully
fund the accrued liability. Some governments may even consider
discontinuing or reducing benefits for current and retired employees, although that may not be possible because of legal or
contractual restraints. Whichever solutions are chosen, they likely
will be difficult.
Sales Tax Simplification

For years, this Alert has discussed the ongoing debate about the
taxation of Internet sales. As discussed in last year’s Alert, the Internet Tax Nondiscrimination Act (P.L. 108-357, December 3,
2004) bans new Internet access taxes and new, multiple, and discriminatory taxes on electronic commerce (e-commerce, i.e., Internet sales) until November 1, 2007.
In late 2005, the Streamlined Sales and Use Tax Agreement
(Agreement) became effective. The multistate Agreement provides for the simplification and coordination of the varying sales
and use tax laws by reducing the number of sales tax rates, bringing uniformity to definitions of items in the sales tax base, and reducing the paperwork burden on retailers.
One of the key components of the Agreement is an amnesty program. In all states that are Agreement members (currently, there
are 19), amnesty generally is available for sales or use taxes uncollected or unpaid on sales by retailers for any period before the
seller registers through an Internet-based centralized registry. Sellers that register thereby volunteer to collect or pay sales or use
taxes in all member states, even though current law does not require e-commerce and direct mail companies to collect and remit
sales taxes on transactions occurring in jurisdictions in which
they do not have a physical presence.
6
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Auditors could consider whether auditees have properly evaluated their delinquent sales and use tax receivables for uncollectibility that may arise from the amnesty program.
Other Industry and Environmental Developments

A number of jurisdictions could have increased costs relating to disaster preparedness, including the remote backup of electronic data
and preparing for catastrophic public health issues such as a pandemic influenza outbreak. Jurisdictions will have higher energy
(fuel, heating, and cooling) costs, not only for their own fleets and
buildings but also for low-income home energy assistance programs.
A number of jurisdictions have reduced tax rates on motor fuels to
ease the burden on consumers. Others have blamed rising fuel prices
for draining revenues from lottery ticket sales, as consumers are
forced to spend money on fuel rather than lottery tickets.
Auditors may also want to target terminal pay for accumulated
compensated absences as an area of potential audit risk. As the
baby boomer generation approaches retirement, and long-term
employees “cash out” accumulated sick and vacation leave, auditors should consider looking at whether governments have appropriate internal control to prevent overpayments, which may be
difficult to recover.
The retirement of large numbers of baby boomers may undermine entities’ internal control in other ways. Entities will suffer
the loss of experience as workers retire almost en masse. Staff
shortages will continue while recruitment efforts are under way.
Governments and health care plans that provide prescription
drug coverage to their Medicare-eligible retirees may find that the
retiree drug subsidy, which may be available under MMA, is a potential new source of revenue in 2006. As discussed in the “Accounting Issues and Developments” section of this Alert, the
GASB has addressed the accounting for those revenues.
Help Desk—The U.S. Department of Health and Human Services (HHS), Centers for Medicare and Medicaid Services,
maintains an Internet page at www.cms.hhs.gov/EmplUnion
PlanSponsorInfo to provide information to employers about the
Medicare prescription drug benefit and retiree drug subsidy.
7
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Regulatory, Legislative, and Other Developments
Internal Revenue Service Activities

IRS activities might affect the financial statement audits of your
state and local government auditees. Noncompliance with federal
tax requirements could have a direct and material effect on the
determination of financial statement amounts. In addition,
changes in U.S. Department of the Treasury and IRS regulations
might result in changes in a government’s activities.
There is a wealth of information on the IRS Internet site
(www.irs.gov). The site provides separate pages for state and local
governments (www.irs.gov/govts), Indian tribal governments
(www.irs.gov/tribes), tax-exempt bonds (www.irs.gov/bonds),
and employee retirement plans (www.irs.gov/ep). Those pages
allow the opportunity to access and subscribe to various newsletters or e-mail alerts, such as the Federal, State and Local Governments (FSLG) Newsletter and the Tax Exempt Bond
Community Update, that will keep you updated about relevant
IRS activities. A listing of IRS subscription services is at
www.irs.gov/taxpros/article/0,,id=99120,00.html.
Department of Labor Topics

Veterans’ Rights
In the December 19, 2005, Federal Register (70 FR 75246), the
Department of Labor (DOL) published final regulations under
the Uniformed Services Employment and Reemployment Rights
Act of 1994, as amended (USERRA) (38 United States Code
[U.S.C.] 4301–4334). USERRA protects the employment and
reemployment rights of persons who leave employment positions
to undertake military service. Because a court may require an employer to make payments for lost wages and benefits or for liquidated damages, noncompliance with USERRA and these
regulations could have a direct and material effect on the determination of financial statement amounts.
In the same Federal Register (70 FR 75313), the DOL issued a
final rule to implement a requirement of the Veterans Benefits
8
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Improvement Act of 2004 (VBIA) (P.L. 108-454, December 10,
2004) that amended USERRA. The VBIA requires employers to
provide a notice of the rights, benefits, and obligations of employees and employers under USERRA. The text of the required
notice is included in the final rule.
Help Desk—The DOL’s Veterans’ Employment and Training
Service (VETS) has an Internet page at www.dol.gov/vets.

Overtime Pay for Dual-Function Firefighters/Paramedics
There are various complexities for employers in the Fair Labor
Standards Act (FLSA); one is the partial exemption from the overtime provisions for certain law enforcement and fire protection
employees. Questions often arise about whether and under what
conditions paramedics and other emergency medical service personnel within a fire department are fire protection employees and
thus subject to specialized overtime pay regulations.
In August 2005, the Ninth Circuit Court of Appeals addressed
this issue in Cleveland v. City of Los Angeles, 402 F.3d 981 (9th
Cir. 2005). The case involved whether legal definition of fire protection employees includes the city’s cross-trained
firefighters/paramedics. Given the fact pattern in the case, the
court found the firefighters assigned to paramedic vehicles were
entitled to overtime pay. The city was ordered to pay backpay
(unpaid overtime compensation) as well as liquidated damages.
The U.S. Supreme Court declined to review the decision of the
Circuit Court. (Decisions in the Ninth Circuit cover jurisdictions
in Alaska, Arizona, California, Hawaii, Idaho, Montana, Nebraska, Oregon, and Washington.)
In June 2006, the Wage and Hour Division of the DOL’s Employment Standards Administration issued an opinion letter
(number FLSA 2006-20) in response to a request for clarification
of the overtime compensation requirements for dual-function
firefighters/paramedics. The fact pattern in the request for the
opinion differed from the fact pattern in Cleveland with regard to
the individuals’ potential fire-suppression duties when dispatched
as paramedics to an incident. In its opinion letter, the DOL
9
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found that the dual-function firefighters/paramedics described in
the fact pattern qualified for the partial overtime exemption.
Auditors could consider evaluating whether their auditees are
properly taking into account the provisions of the FLSA and its
regulations, as well as the decisions in Cleveland and the DOL
opinion letter, in their policies for assigning duties to and recording overtime for dual-function firefighters/paramedics. Noncompliance with those requirements could have a direct and material
effect on the determination of financial statement amounts.
Help Desk—Information about the FLSA is on the Internet at
www.dol.gov/compliance/laws/comp-flsa.htm. The Circuit Court’s
decision in Cleveland v. Los Angeles is at caselaw.lp.findlaw.com/
data2/circs/9th/0355505p.pdf. DOL opinion letter FLSA
2006-20 is at www.dol.gov/esa/whd/opinion/FLSA/2006/
2006_06_01_20 FLSA.pdf.

Securities and Exchange Commission Topics

Continuing Disclosure Filings
Because of the Securities and Exchange Commission (SEC) Rule
15c2-12 (17 CFR 240.15c2-12), issuers, as well as other obligated
persons of most municipal securities offerings that exceed set dollar amounts, file “continuing disclosures” of annual financial information and notices of eleven specific “material events” with
information repositories that are described in the Rule. As discussed in the 2005 Alert, auditors may wish to consider informing their auditees who are issuers and other obligated persons
about the central post office (CPO) established by the Municipal
Council at www.DisclosureUSA.org. That document delivery
system has now received more than 60,000 filings; during 2005,
the CPO received approximately 70 percent of the material event
filings and 50 percent of the annual filings made by issuers and
other obligated persons and their dissemination agents.
Although the CPO receives many documents in electronic format,
it also currently accepts filings in the form of paper documents for
a small fee. However, its goal is to begin accepting filings in the
form of electronic documents only in the next year. Therefore, it is
10
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likely that issuers and other obligated persons will need the auditor
to provide the audit opinion in an electronic format, such as an
Adobe® Acrobat® Portable Document Format (PDF). Further,
some less-sophisticated issuers and other obligated persons may
need assistance in converting other portions of their filings to an
electronic format; for example, the management’s discussion and
analysis (MD&A) and the financial statements and notes thereto.
When establishing the terms of the engagement, auditors could
consider discussing whether their auditees with filing obligations
will need to engage the auditor for that service.
In addition, this year the SEC’s Division of Market Regulation
may ask the Commission to require universal use of an electronic
document delivery system as the manner in which SEC Rule
15c2-12 filings are delivered to information repositories.
Derivatives
The widespread and growing use of complex derivative products,
such as interest rate swaps, by municipal issuers raises concerns
about the risks to investors, markets, and taxpayers. In March
1994, the SEC issued an interpretive release that continues to
provide guidance for applying the antifraud provisions of the federal securities laws to the disclosure obligations of participants in
the municipal securities market. The release noted, among other
matters, the Commission’s concern about municipal issuers’ use
of derivative and other complex products and the disclosure issues arising from such activities, and reminded municipal issuers
that the antifraud provisions apply to their statements that can be
reasonably expected to reach the secondary market for their securities. Consider whether any auditee who is an issuer or other obligated person and uses derivative products should be made aware
of this SEC release.
Help Desk—The interpretive release discussed above is Securities Act Release No. 7049, Securities Exchange Act Release
No. 33741 (March 9, 1994), 59 FR 12748 (March 17, 1994),
and is on the Internet at http://www.nabl.org/library/securities/
rule15c212/PDF/34-7049.pdf. Note that the GASB is progressing on a project on the financial reporting of derivatives;
11
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the “Accounting Issues and Developments” section of this
Alert discusses that project.

Stale Financial Information
Stale and incomplete accounting information is at the core of
many of the cases the SEC has brought against municipal market
participants. Many of the financial statements used in primary
offering disclosure documents are many months old at the time
of the offering, raising the risk of an antifraud violation if there
have been material changes since the financial statements were
prepared and audited. Similarly, annual financial information
filed as part of a continuing disclosure obligation pursuant to
Rule 15c2-12 often is many months old by the time it is filed. Efficient markets require timely and reliable information to function properly. As a client service, auditors could consider
educating auditees that are issuers and other obligated persons
about this issue and the importance of the timeliness of their financial statements.

Audit and Attestation Issues and Developments
This section discusses relevant auditing and attestation standards
and proposals, Audit and Accounting Guides, and other guidance
that have been issued, revised, or become effective since the publication of last year’s Alert. For information on AICPA and Government Auditing Standards guidance issued subsequent to the writing
of this Alert, please refer to the AICPA Internet site at
www.aicpa.org/members/div/auditstd/technic.htm and the GAO
Internet site at www.gao.gov/govaud/ybk01.htm. You also may
look for announcements of newly issued proposals and standards in
The CPA Letter, including the Members in Government Supplement;
the Journal of Accountancy; and the quarterly electronic newsletter,
“In Our Opinion,” issued by the AICPA’s Auditing Standards team
and at www.aicpa.org/members/div/auditstd/opinion/index.htm.
Help Desk—You can obtain copies of AICPA standards and
other guidance by contacting the Member Satisfaction Center
at (888) 777-7077 or on the Internet at www.cpa2biz.com.

12
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Government Auditing Standards and other GAO guidance is on
the Internet at www.gao.gov/govaud/ybk01.htm.

Recent AICPA Auditing and Attestation Standards and
Interpretations and Other Guidance

Statement on Auditing Standards No. 102 and Statement on
Standards for Attestation Engagements No. 13
In December 2005, the Auditing Standards Board (ASB) issued
Statement on Auditing Standards (SAS) No. 102, Defining Professional Requirements in Statements on Auditing Standards, and the
companion Statement on Standards for Attestation Engagements
(SSAE) No. 13, Defining Professional Requirements in Statements
on Standards for Attestation Engagements. Those Statements define
the terminology the ASB will use to describe the degrees of responsibility that the requirements impose on the auditor or the
practitioner in engagements performed for nonissuers.1 The
terms defined in those Statements are substantially similar to the
terms defined by the Public Company Accounting Oversight
Board (PCAOB) in its Rule 3101, Certain Terms Used in Auditing
and Related Professional Practice Standards. Although the ASB did
not previously define the degree of responsibility attached to the
terms must, is required, and should, the ASB believes that the terminology, as defined in SAS No. 102 and SSAE No. 13, is consistent with the existing interpretation of the SASs and SSAEs.
The Statements define the following two categories of professional requirements:
• Unconditional requirements—Requirements that the auditor or practitioner must comply with whenever the circumstance, to which the unconditional requirement
applies, exists. An unconditional requirement is indicated
by the words must or is required.
1. Issuers, as defined by the Sarbanes-Oxley Act of 2002 (Sarbanes-Oxley) (P.L. 107204, July 30, 2002) and other entities when prescribed by the rules of the SEC, and
their public accounting firms (who must be registered with the PCAOB) are subject
to the provisions of Sarbanes-Oxley, implementing SEC regulations, and the rules
and standards of the PCAOB, as appropriate. Nonissuer refers to any entity other
than an issuer.

13
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• Presumptively mandatory requirements—Requirements that
the auditor or practitioner must comply with whenever the
circumstances, to which the presumptively mandatory requirement apples, exists. However, in rare circumstances,
the auditor or practitioner may depart from a presumptively mandatory requirement if he or she documents the
justification for the departure and how alternative procedures performed were sufficient to achieve the objectives of
the presumptively mandatory requirement. The word
should indicates a presumptively mandatory requirement.
SAS No. 102 also amends paragraph 4 of SAS No. 95, Generally
Accepted Auditing Standards (AICPA, Professional Standards, vol.
1, AU sec. 150.04), by requiring the auditor to document, in the
working papers, his or her justification for a departure from a
presumptively mandatory requirement and how the alternative
procedures performed in the circumstances were sufficient to
achieve the objectives of the requirement.
The provisions of SAS No. 102, including the amendment of
SAS No. 95, and SSAE No. 13 are effective upon issuance.
The provisions of the Statements apply to existing SASs and
SSAEs; they are not intended to apply to interpretive publications issued by the ASB (auditing Interpretations of the SASs and
SSAEs, appendixes to the SASs and SSAEs, auditing guidance included in AICPA Audit and Accounting Guides, and AICPA auditing Statements of Position). However, it is the ASB’s intent to
make conforming changes to the interpretive publications over
the next several years to remove any language that would imply a
professional requirement where none exists.
Statement on Auditing Standards No. 103
In December 2005, the ASB issued SAS No. 103, Audit Documentation. The Statement establishes standards and provides
guidance to auditors of nonissuers on audit documentation; it supersedes SAS No. 96 of the same name. Audit documentation is
an essential element of audit quality and although audit documentation alone does not guarantee audit quality, the process of
14
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preparing sufficient and appropriate audit documentation contributes to the quality of an audit.
In developing this SAS, the ASB considered the documentation
requirements of PCAOB Auditing Standard No. 3, Audit Documentation; the International Auditing and Assurance Standards
Board’s International Standard on Auditing (ISA) 230 (Revised),
Audit Documentation, issued in September 2005; Government Auditing Standards issued by the Comptroller General of the United
States; and suggestions from the National Association of State
Boards of Accountancy. Accordingly, the requirements of the SAS
are similar, in most respects, to the requirements of PCAOB Auditing Standard No. 3 and ISA 230 (Revised).
Among other things, the Statement:
• Requires the auditor to prepare audit documentation for
each engagement in sufficient detail to provide an experienced auditor, having no previous connection to the audit,
with a clear understanding of the work performed (including the nature, timing, extent, and results of audit procedures performed), the audit evidence obtained and its
source, and the conclusions reached.
• Provides enhanced guidance on matters that should be
documented. For example, in addition to the current requirements of SAS No. 96 that the auditor document
audit findings or issues that in his or her judgment are significant, actions taken to address them (including any additional evidence obtained), and the basis for the final
conclusions reached; SAS No. 103 requires the auditor to
document discussions of significant findings or issues with
management and others, on a timely basis, including when
and with whom the discussions took place.
• States that oral explanations on their own do not represent
sufficient support for the work the auditor performed or
conclusions the auditor reached, but may be used by the
auditor to clarify or explain information contained in the
audit documentation.
15
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• Requires the auditor to document audit evidence that is
identified as being contradictory or inconsistent with the
final conclusions, and how the auditor addressed the contradiction or inconsistency.
• Requires the auditor to assemble the audit documentation
to form the final audit engagement file within 60 days following the report release date. After that date, the Statement requires the auditor not to delete or discard existing
audit documentation, and to appropriately document any
subsequent additions.
• Specifies a minimum file retention period of five years from
the report release date. (The terms of the engagement or state
law or regulation may specify a longer retention period.)
SAS No. 103 also amends paragraphs 1 and 5 of SAS No. 1, AU
Section 530, Dating of the Independent Auditor’s Report (AICPA,
Professional Standards, vol. 1, AU sec. 530.01 and .04), as
amended, by requiring that the auditor’s report not be dated earlier than the date on which the auditor obtained sufficient appropriate audit evidence to support the opinion on the financial
statements. The Statement is effective for audits of financial statements for periods ending on or after December 15, 2006.
Statements on Auditing Standards No. 104 to No. 111
In March 2006, the ASB issued eight SASs applicable to audits of
nonissuers that provide extensive guidance concerning the auditor’s assessment of the risks of material misstatement in a financial statement audit, and the design and performance of audit
procedures whose nature, timing, and extent are responsive to the
assessed risks. Additionally, the SASs establish standards and provide guidance on planning and supervision, the nature of audit
evidence, and evaluating whether the audit evidence obtained affords a reasonable basis for an opinion regarding the financial
statements under audit. The following table lists the eight SASs
and their effect on existing standards:
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Statement on Auditing Standard
SAS No. 104, Amendment to
Statement on Auditing Standards
No. 1, Codification of Auditing
Standards and Procedures
(“Due Professional Care in the
Performance of Work”)
SAS No. 105, Amendment to
Statement on Auditing Standards
No. 95, Generally Accepted
Auditing Standards
SAS No. 106, Audit Evidence

SAS No. 107, Audit Risk and
Materiality in Conducting an Audit

SAS No. 108, Planning and
Supervision

SAS No. 109, Understanding the
Entity and Its Environment and
Assessing the Risks of Material
Misstatement
SAS No. 110, Performing Audit
Procedures in Response to Assessed
Risks and Evaluating the Audit
Evidence Obtained
SAS No. 111, Amendment to
Statement on Auditing Standards
No. 39, Audit Sampling

Effect on Existing Standards
Amends SAS No. 1, section 230,
Due Professional Care in the Performance
of Work (AICPA, Professional Standards,
vol. 1, AU section 230), as amended

Amends SAS No. 95, Generally
Accepted Auditing Standards (AICPA,
Professional Standards, vol. 1, AU
section 150), as amended
Supersedes SAS No. 31, Evidential
Matter (AICPA, Professional Standards,
vol. 1, AU section 326), as amended
Supersedes SAS No. 47, Audit Risk
and Materiality in Conducting an
Audit (AICPA, Professional Standards,
vol. 1, AU section 312), as amended
Supersedes SAS No. 1, section 310,
Appointment of the Independent Auditor
(AICPA, Professional Standards, vol. 1,
AU section 310), as amended; and
SAS No. 22, Planning and Supervision
(AICPA, Professional Standards, vol. 1,
AU section 311), as amended
Supersedes SAS No. 55, Consideration of
Internal Control in a Financial Statement
Audit (AICPA, Professional Standards, vol. 1,
AU section 319), as amended
Supersedes SAS No. 45, Substantive Tests
Prior to the Balance-Sheet Date (AICPA,
Professional Standards, vol. 1, AU section
313); and together with SAS No. 109,
supersedes SAS No. 55, as amended
Amends SAS No. 39, Audit Sampling
(AICPA, Professional Standards, vol. 1,
AU section 350), as amended

The SASs emphasize the link between understanding the entity,
assessing risks, and the design of further audit procedures. The
SASs also introduce the concept of risk assessment procedures,
which are deemed necessary to provide a basis for assessing the
risk of material misstatement. Risk assessment procedures, along
17
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with further audit procedures, which consist of tests of controls
and substantive tests, provide the audit evidence to support the
auditor’s opinion of the financial statements. According to the
SASs, the auditor should perform risk assessment procedures to
gather information and gain an understanding of the entity and
its environment; along with its internal control, these procedures
include inquiries, analytical procedures, and inspection and observation. Assessed risks and the basis for those assessments should be
documented; therefore, auditors may no longer default to maximum control risk for an entity’s risk assessment without documenting the basis for that assessment. The SASs also require
auditors to consider and document how the risk assessment at the
financial statement level affects individual financial statement assertions, so that auditors may tailor the nature, timing, and extent
of their audit procedures to be responsive to their risk assessment.
The SASs are effective for audits of financial statements for periods beginning on or after December 15, 2006; earlier application
is permitted. In some cases, implementation of the SASs will result in an overall increased work effort by the audit team, particularly in the year of implementation. It also is anticipated that to
implement the SASs appropriately, many firms will have to make
significant revisions to their audit methodologies and train their
personnel accordingly. To ease the implementation process, firms
may wish to consider adopting at least some of the provisions of
the SASs in advance of the required implementation date. Alternatively, auditors may want to consider piloting the implementation of the SASs with one or two auditees in advance of their
effective date.
Help Desk—The AICPA has put together a comprehensive
plan to support and assist members in implementing the new
standards (Understanding the New Auditing Standards Relating to
Risk Assessment—Audit Risk Alert, product number 022526k);
presentations and discussion at a number of AICPA conferences; a self-study continuing professional education (CPE)
program (Auditor’s Risk Assessment Process: Tackling the New Risk
Assessment SASs); and an audit guide (due out in the fall).
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Statement on Auditing Standards No. 112
In May 2006, the ASB issued SAS No. 112, Communicating Internal Control Related Matters Noted in an Audit, to supersede
SAS No. 60, Communication of Internal Control Related Matters
Noted in an Audit (AICPA, Professional Standards, vol. 1, AU sec.
325), as amended. Among its provisions, SAS No. 112:
• Incorporates the definitions of the terms control deficiency
and material weakness used in PCAOB Auditing Standard
No. 2, An Audit of Internal Control Over Financial Reporting Performed in Conjunction With an Audit of Financial
Statements, and replaces the term reportable condition with
the term significant deficiency and its related definition in
PCAOB Auditing Standard No. 2.
• Provides guidance on evaluating deviations in the design or
operation of controls as control deficiencies, and for classifying control deficiencies as significant deficiencies and
material weaknesses. (For example, paragraph 19 of SAS
No. 112 provides the following among its examples of indicators of control deficiencies that should be regarded as
at least significant deficiencies and strong indicators of material weaknesses in internal control: Identification by the
auditor of a material misstatement in the financial statements for the period under audit that was not initially
identified by the entity’s internal control.)
• Requires the auditor to report in writing to management
and those charged with governance significant deficiencies
and material weaknesses in internal control. (Those matters should be communicated even if they were previously
communicated to those parties in connection with previous audits.) It also requires the auditor to communicate internal control matters to management and those charged
with governance no later than 60 days following the report
release date.
SAS No. 112 is effective for audits of financial statements for periods ending on or after December 15, 2006, with earlier implementation permitted.
19
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Help Desk—We expect that under SAS No. 112, auditors will
report more material weaknesses and significant deficiencies than
they have reported in the past. Auditors should consider this potential and perhaps educate their auditees about this effect.

Interpretations to SAS No. 92 and No. 101
In July 2005, the ASB issued two auditing interpretations. Interpretation No. 1, “Auditing Investments in Securities Where a
Readily Determinable Fair Value Does Not Exist” (AICPA, Professional Standards, vol. 1, AU sec. 9332.01–.04), interprets SAS
No. 92, Auditing Derivative Instruments, Hedging Activities, and
Investments in Securities (AICPA, Professional Standards, vol. 1,
AU sec. 332). Interpretation No. 1, “Auditing Interests in Trusts
Held by a Third-Party Trustee and Reported at Fair Value”
(AICPA, Professional Standards, vol. 1, AU sec. 9328.01–.04), interprets SAS No. 101, Auditing Fair Value Measurements and Disclosures (AICPA, Professional Standards, vol. 1, AU sec. 328).
The Interpretations clarify that if the auditor determines that the
nature and extent of auditing procedures should include verifying
the existence and testing the measurement of investments in securities (or interest in a trust that holds investments in securities),
simply receiving a confirmation from a third party (including a
trustee), either in aggregate or on an investment-by-investment
basis, does not in and of itself constitute adequate audit evidence
with respect to the valuation assertion. In addition, receiving such
a confirmation for investments in aggregate does not constitute
adequate audit evidence with respect to the existence assertion, although receiving confirmation on an investment-by-investment
basis typically would constitute adequate audit evidence with respect to that assertion. Further, the interpretations remind readers
of management’s responsibility for establishing an accounting and
financial reporting process for determining fair value measurements and indicate that if the auditor is unable to audit the existence or measurement of investments at the financial statement
date, the auditor should consider whether that scope limitation
requires an opinion qualification or disclaimer.
Those Interpretations apply to audits of all nonissuers, including governments, even though one of the Interpretations uses
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the example of a not-for-profit organization. Both Interpretations address at least in part difficulties in obtaining fair values
for equity securities for which a readily determinable fair value
does not exist. GASB standards presently require only certain
governmental entities and activities to use fair value to report
equity securities for which a readily determinable fair value
does not exist. Those entities and activities are governmental
external investment pools, as required by GASB Statement
No. 31, Accounting and Financial Reporting for Certain Investments and for External Investment Pools; defined benefit pension plans, as required by GASB Statement No. 25, Financial
Reporting for Defined Benefit Pension Plans and Note Disclosures
for Defined Contribution Plans; and defined benefit OPEB
plans that have implemented the provisions of GASB Statement No. 43.
Help Desk—Due to the increased risk of misstatement inherent with financial instruments that do not have a readily determinable market value, the Alternative Investments Task Force
of the AICPA’s ASB has developed and issued a practice aid for
auditors entitled “Alternative Investments—Audit Considerations.” The practice aid includes guidance on general considerations pertaining to auditing alternative investments;
addressing management’s financial statement existence and valuation assertions; management representations; disclosure of
certain significant risks and uncertainties; and reporting. It also
includes appendixes with an example confirmation and illustrative examples of management controls for due diligence, ongoing monitoring, and financial reporting. The practice aid is on
the Internet at www.aicpa.org/download/members/div/auditstd/
Alternative_Investments_Practice_Aid.pdf.

Disaster-Related Peer Review Relief
The AICPA has provided guidance regarding peer review requirements for those AICPA firms with audit documentation or workplaces affected by hurricanes Katrina and Rita. Those firms may
request extensions in the deadlines for peer reviews under certain
circumstances. The guidance is available at the AICPA Peer Review
Internet site at www.aicpa.org/download/members/div/practmon/
Hurricane_Guidance.pdf.
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2006 Conforming Changes to Audit and Accounting Guides
Audit and Accounting Guide, State and Local Governments. We
have updated the AICPA’s Audit and Accounting Guide State
and Local Governments for conforming changes as of May 1,
2006. An appendix in the Guide details all changes. Among the
changes, the updated Guide revises or adds information to alert
auditors to (1) the issuance or effective dates of GASB pronouncements through GASB Statement No. 47, Accounting for
Termination Benefits, and Technical Bulletin (TB) 2004-2, Recognition of Pension and Other Postemployment Benefit Expenditures/Expense and Liabilities by Cost-Sharing Employers; and (2)
guidance in the GASB staff ’s Comprehensive Implementation
Guide—2005. We also added appendixes to two chapters of the
Guide to discuss the GASB guidance for OPEB plans and employer accounting for OPEB.
Help Desk—For copies of the Guide with conforming
changes through May 1, 2006 (product no. 012666kk), call
AICPA Member Services at (888) 777-7077. See also the “References for Additional Guidance” section later in this Alert.

Audit Guide Government Auditing Standards and Circular A133 Audits.We have updated the AICPA Audit Guide Government Auditing Standards and Circular A-133 Audits for
conforming changes as of May 1, 2006. An appendix in the
Guide details all changes. Among the significant changes, the updated Guide:
• Reflects new guidance related to SAS No. 103. (See the
SAS No. 103 discussion earlier in this section of this Alert.)
• Adds footnotes to alert auditors to significant proposed
changes to Government Auditing Standards and incorporates guidance from the April 2005 technical amendment
to Government Auditing Standards relating to CPE. (See
the “Government Auditing Standards Developments” discussion later in this section of this Alert.)
• Includes clarifications and guidance on referring to other
auditors in Government Auditing Standards reports and
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provides new example reports to illustrate the reporting
options. (See the “Government Auditing Standards Developments” discussion later in this section of this Alert.)
• Adds footnotes alerting auditors to recently issued SAS No.
112 and proposed changes to SAS No. 61. (See the SAS
No. 112 discussion earlier in this section of this Alert and
the following discussion of AICPA auditing proposals.)
Help Desk—For copies of the Guide with conforming
changes through May 1, 2006 (product no. 012746kk), call
AICPA Member Services at (888) 777-7077. See also the “References for Additional Guidance” section later in this Alert.

AICPA Auditing and Attestation Standards: Proposals
and Upcoming Proposals
Help Desk—Exposure drafts of proposed SASs and SSAEs are
at www.aicpa.org/members/div/auditstd/drafts.htm.

Proposed SAS, The Auditor’s Communication With
Those Charged With Governance
In March 2006, the ASB issued an exposure draft to supersede
SAS No. 61, Communication With Audit Committees (AICPA,
Professional Standards, vol. 1, AU sec. 380), as amended.
Among its provisions, the proposed SAS:
• Describes the principal purposes of communication with
those charged with governance and stresses the importance
of effective two-way communication.
• Requires the auditor to determine the appropriate person(s) in the entity’s governance structure with whom to
communicate particular matters. That person may vary depending on the nature of the matter to be communicated.
• Recognizes the unique considerations for communicating
with those charged with governance when all of those
charged with governance are involved in managing the entity, which may be the case with some small entities.
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• Adds requirements to communicate an overview of the
planned scope and timing of the audit and representations
the auditor is requesting from management.
• Provides additional guidance on the communication
process, including the forms (written versus oral) and the
timing of communication.
• Requires the auditor to evaluate the adequacy of the twoway communication between the auditor and those
charged with governance.
• Establishes a requirement to document significant matters
communicated with those charged with governance.
In addition to the proposed SAS, the exposure draft includes a
proposed amendment to SAS No. 59, The Auditor’s Consideration
of an Entity’s Ability to Continue as a Going Concern (AICPA, Professional Standards, vol. 1, AU sec. 341), as amended. The proposed amendment requires the auditor to communicate to those
charged with governance events or conditions that cause the auditor to conclude that there is substantial doubt about the entity’s
ability to continue as a going concern as well as management’s
plans for addressing such events or conditions.
The exposure draft proposes that its provisions would be effective
for audits of financial statements for periods beginning on or
after December 15, 2006.
Proposed SAS, Omnibus—2006
In July 2006, the ASB issued an exposure draft to propose various
revisions to existing SASs that have been accumulated over a period of time. Because of the significance of the issues and costbenefit considerations, the proposed revisions do not in and of
themselves warrant the issuance of separate standards. Therefore,
an Omnibus is proposed.
The SASs that would be affected are:
• SAS No. 1, Codification of Auditing Standards and Procedures, section 560, Subsequent Events (AICPA, Professional
Standards, vol. 1, AU sec. 560), as amended
24
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• SAS No. 57, Auditing Accounting Estimates (AICPA, Professional Standards, vol. 1, AU sec. 342)
• SAS No. 59, The Auditor’s Consideration of an Entity’s Ability to Continue as a Going Concern, (AICPA, Professional
Standards, vol. 1, AU sec. 341), as amended
• SAS No. 85, Management Representations (AICPA, Professional Standards, vol. 1, AU sec. 333), as amended
• SAS No. 95, Generally Accepted Auditing Standards (AICPA,
Professional Standards, vol. 1, AU sec. 150), as amended,
and those Statements that refer to the 10 standards.
• SAS No. 99, Consideration of Fraud in a Financial Statement
Audit (AICPA, Professional Standards, vol. 1, AU sec. 316)
• SAS No. 101, Auditing Value Measurements and Disclosures
(AICPA, Professional Standards, vol. 1, AU sec. 328)
Help Desk—A summary of the more significant proposals in
the exposure draft are on the Internet at www.aicpa.org/members/
div/auditstd/Proposed_Statement_on_Auditing_Standards_
Omnibus_2006.htm. Through that link, you can download a
copy of the exposure draft.

Proposed SSAE, Reporting on an Entity’s Internal Control Over
Financial Reporting
In January 2006, the ASB issued a revised exposure draft of a proposed SSAE that would supersede Chapter 5, “Reporting on an
Entity’s Internal Control Over Financial Reporting,” of SSAE
No. 10, Attestation Engagements: Revision and Recodification
(AICPA, Professional Standards, vol. 2, AT sec. 501), as amended.
Although opinions on an entity’s internal control generally are
not required in governmental audits, this attestation standard
would be used by a practitioner engaged to provide an opinion
on internal control. Among other things, the exposure draft proposes to revise the SSAE to reflect guidance from PCAOB Auditing Standard No. 2, thus making changes to the attestation
standards similar to those made in the auditing standards by SAS
No. 112, Communicating Internal Control Related Matters Noted
in an Audit, as discussed above.
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Upcoming Proposal
The ASB project for which we may see an exposure draft of proposed auditing standards released in 2006 concerns revisions of
SAS No. 58, Reports on Audited Financial Statements (AICPA,
Professional Standards, vol. 1, AU sec. 508), as amended. Auditors
should remain alert to progress on that project.
Government Auditing Standards Developments

Proposed Revisions to Government Auditing Standards
In June 2006, the GAO issued an ED of a proposed revision to the
2003 Government Auditing Standards. The proposed revisions are
wide-ranging, expected to be issued in final form during the fall
of 2006, and may affect your Government Auditing Standards financial statement audits of entities starting with December 31,
2006 year-ends. (See the proposed effective dates at the end of
this discussion.) Among the proposed revisions:
• Chapter 1, Use and Application of GAGAS, would:
– Emphasize the role of auditing in government accountability and the role of Government Auditing Standards in achieving improved government operations
and accountability.
– Add terminology defining the degree of responsibility
that the professional requirements in Government Auditing Standards impose on auditors that is consistent
with SAS No. 102 and similar to the standards of the
PCAOB and the International Auditing and Assurance
Standards Board (IAASB). (See the SAS No. 102 discussion earlier in this section of this Alert.) Specifically,
the exposure draft proposes that must and is required
would indicate an unconditional requirement; should
would indicate a presumptively mandatory requirement; and should consider would indicate that the consideration is presumptively required (that is, carrying
out the procedure or action is matter of auditor professional judgment based on exiting facts and circumstances). Text not using the above conventions would
be considered explanatory material.
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– Provide guidance on citing Government Auditing Standards in the auditors’ report when auditors do not comply with all unconditional or all presumptively
mandatory requirements.
– Be updated to recognize that other sets of professional
standards, such as those issued by the PCAOB and the
IAASB, the Institute of Internal Auditors, and others,
can be used in conjunction with Government Auditing
Standards and to provide related guidance.
– Rewrite the description of a performance audit to clarify the level of assurance and evidence needed.
– Move guidance on types of governmental audits and
attestation engagements (previously in chapter 2) to
this chapter.
• Chapter 2, “Auditor’s Ethical Responsibilities,” would be
completely revised to focus solely on audit organizations’
overall ethics responsibilities and auditors’ need to observe
overarching ethical concepts in performing their work. Several of the ethical concepts that would be in this chapter
were included in chapter 1 of the 2003 Government Auditing Standards, but they were not separately labeled as ethical responsibilities. This chapter would discuss the ethical
concepts of public interest, professional behavior, integrity,
objectivity, and the proper use of government information,
resources, and position that auditors use to guide their
work. (Chapter 2 of the 2003 Government Auditing Standards covered types of governmental audits and attestation
engagements; that material has been moved to chapter 1.)
• Chapter 3, General Standards, would:
– Reorganize the discussion on independence and clarify
the guidance on nonaudit services to facilitate implementing the standard. (The standard on nonaudit services would not be changed.) Specifically, the
discussion of nonaudit services would be moved from
“personal impairments” to “organizational impairments” and reorganized into three categories of nonau27
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dit services, namely, (1) those that would not impair
auditor independence and, therefore, would not require compliance with the supplemental safeguards; (2)
those that would not impair auditor independence if
the supplemental safeguards are implemented; and (3)
those that would impair auditor independence. Further, the examples that had previously been interspersed throughout the independence section would be
consolidated and streamlined.
Include additional guidance in an appendix to address
nonaudit services that are frequently conducted by government audit organizations.
Expand the discussion of professional judgment to emphasize its importance and relate it to key steps in performing an audit.
Expand and clarify the discussion of competence.
Expand the discussion of a quality control system to include five elements, namely, (1) ethics, (2) initiation and
continuance of engagements, (3) human capital, (4)
performance and reporting, and (5) monitoring quality.
Require audit organizations that report externally to
third parties to make the results of external peer reviews
publicly available.
Establish new peer review time frames based on risk
and the underlying quality assurance system. For example, peer reviews would only be required every five
years if an audit organization has an unmodified peer
review report and meets enhanced quality assurance
criteria as defined in the exposure draft. (Note that
CPA firms subject to the peer review requirements of
the AICPA or a state generally would not be eligible to
extend peer review time frames beyond three years).
Furthermore, for audit organizations receiving modified or adverse opinions in their most recent peer review, additional peer reviews would be required every
18 months until the audit organization receives an unmodified opinion.
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• Chapter 4, Field Work Standards for Financial Audits, would:
– Update the AICPA field work standards cited to reflect
recent AICPA changes.
– Add a clear and prominent discussion on consideration of
fraud and illegal acts that clarifies the existing standard.
– Clarify the description of abuse and the existing standard on the auditors’ responsibility for abuse in a financial audit that is material, either qualitatively or
quantitatively.
– Update the audit documentation standard for consistency with AICPA’s new standard. (See the SAS No.
103 discussion earlier in this section of this Alert.)
• Chapter 5, Reporting Standards for Financial Audits, would:
– Revise the internal control terminology and definitions
used to be consistent with that of the AICPA and
PCAOB. Those revisions replace the terms reportable
conditions and material weaknesses with significant deficiencies and material weaknesses and revise the definitions for the new terms.
– Clarify the reporting requirements for internal control
deficiencies, illegal acts, violations of provisions of contracts or grant agreements, and abuse. For example, the
revised internal control reporting standards would require auditors to (1) report deficiencies in internal control considered to be significant deficiencies, including
material weaknesses; (2) include all material weaknesses
and other significant deficiencies in the auditor’s Government Auditing Standards report on internal control; and
(3) communicate deficiencies that are not significant deficiencies or material weaknesses separately in a referenced management letter, unless clearly inconsequential.
– Add a discussion on emphasizing significant matters in
the auditors’ report and provide a listing of matters that
the auditor should consider emphasizing, including
previous material misstatements.
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–– Add a section on reporting on restatements of previously
issued financial statements that would establish additional requirements for situations in which auditors are
aware of known or potential misstatements that might
have affected reports on those financial statements.
– Clarify the auditors’ responsibilities for reporting views of
responsible officials and for issuing and distributing reports.
• Chapter 6, General, Field Work, and Reporting Standards for
Attestation Engagements, would include conforming
changes made to be consistent with changes made elsewhere in the exposure draft, including definitions of internal control deficiencies, description of abuse, audit
documentation, and use of terminology to define professional responsibilities.
• Chapters 7, Field Work Standards for Performance Audits,
and 8, Reporting Standards for Performance Audits, would
include significant changes and updates to performance
audit requirements within a framework related to significance (materiality), audit risk, and reasonable assurance. If
you perform performance audits, we strongly encourage
you to carefully review these chapters.
When issued in final form, the 2006 revision of Government Auditing Standards will supersede the 2003 revision. On its Internet
site (as a clarification to the exposure draft), the GAO states that
it anticipates that the standards will become effective for financial
audits and attestation engagements for periods ending on or after
July 1, 2007. For financial audits, certain standards issued by the
AICPA have earlier effective dates. For financial audits performed
under Government Auditing Standards, the effective dates of those
new AICPA standards will apply. (It is because of the effective
date of the AICPA standards that we earlier said that the proposed revisions may affect your Government Auditing Standards
financial statement audits of entities starting with December 31,
2006 year-ends.) Early implementation of the revised Government Auditing Standards will be permitted.
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Once the changes to Government Auditing Standards are finalized,
the AICPA will consider the changes in revising the Audit Guide
Government Auditing Standards and Circular A-133 Audits and
the Audit and Accounting Guide State and Local Governments.
Help Desk—The exposure draft is on the Internet at
www.gao.gov/govaud/ybk01.htm. That site has a slide presentation on the exposure draft. The final standards, when issued,
also will be posted to that Internet site.

Disaster-Related Exemptions
In December 2005, the GAO released on its Internet site a document granting temporary exemptions from certain provisions of
the 2003 revision of Government Auditing Standards for auditors
and audit organizations affected by Hurricanes Katrina and Rita
and additional guidance to protect the public interest related to
government spending of public funds in the relief effort. The
document, entitled Government Auditing Standards: Temporary
Exemptions and Guidance in Response to Hurricanes Katrina and
Rita, is at www.gao.gov/govaud/yb01.htm. The areas addressed in
the GAO document include independence, peer review, CPE,
and issues related to lost or destroyed records and documentation. Auditors that audit entities in the Presidentially Declared
Disaster Areas are encouraged to read GAO’s temporary exemption document in its entirety.
Throughout the GAO document, there are reminders to audit
organizations that they need to ensure that they also comply with
related requirements of other regulatory bodies or other standards-setting bodies that they are subject to (for example, those of
the AICPA). Therefore, before adopting any of the temporary exemptions in the GAO document, an audit organization should
consider other applicable requirements.
The following subsections include a summary of the more significant areas of the GAO document.
Independence. The GAO document provides temporary exemptions from the Government Auditing Standards independence
standards as follows:
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• Management services related to accountability and internal
control over the relief efforts. Audit organizations that have
audit responsibilities for entities affected by Hurricanes
Katrina and Rita are temporarily exempt from certain independence requirements of Government Auditing Standards that prohibit or place restrictions on providing
nonaudit services that involve performing management
functions, other than accounting and bookkeeping services, if all of the conditions listed in GAO’s document
paragraph 1.01 (a)–(h) exist. The temporary exemption
applies for financial statement audits of periods ending
through September 30, 2006, and for performance audits
and attestation engagements of activity through September
30, 2006. The GAO provides the following examples of
activities for which an audit organization’s involvement
may help promote the public interest:
– Providing internal audit services
– Providing assistance in developing and designing internal controls related to the relief efforts
– Providing assistance in designing accountability mechanisms, reporting, or the related systems for tracking the
progress and spending in the relief efforts
– Reviewing procurements or payments related to the relief efforts before they are executed (but not as the sole
reviewer)
• Accounting and bookkeeping services for reconstruction of
lost or destroyed records. Audit organizations that have
audit responsibilities for entities whose records were lost or
destroyed in the disasters are exempt from the independence requirements of Government Auditing Standards that
prohibit or place restrictions on accounting and bookkeeping services, if all of the conditions listed in GAO’s document paragraph 1.01 (a)–(d) exist.
Peer Review. GAO recognizes that some audit organizations will
not be able to meet the peer review requirements in paragraph
3.52 of Government Auditing Standards. Therefore, the document
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provides temporary exemptions from peer review requirements
for affected audit organizations.
CPE. GAO recognizes that some auditors and audit organizations will not be able to meet the CPE requirements in paragraph
3.45 of Government Auditing Standards and the April 2005 Government Auditing Standards: Guidance on GAGAS Requirements
for Continuing Professional Education. Therefore, the document
provides exemptions from the CPE requirements for affected
audit organizations and auditors.
Lost or Destroyed Records and Documentation. The GAO document provides guidance for situations in which an audit is required and an audited entity’s financial records, program records,
or supporting documentation are lost or destroyed. It also provides guidance for situations in which audit documentation is
lost or destroyed before the issuance of a report.
Continuing Professional Education Requirements
In April 2005, the GAO issued Technical Amendment to the CPE
Requirements of the 2003 Revision of Government Auditing Standards (the amendment) and Guidance on GAGAS Requirements
for Continuing Professional Education (CPE Guidance). The provisions of those requirements are effective for CPE measurement
periods beginning on or after June 30, 2005, with early application encouraged. The Audit Risk Alert Government Auditing
Standards and Circular A-133 Audits—2006 discusses the CPE
changes for those audit organizations that have CPE measurement periods such that the period begins during 2006.
Reference to Other Auditors in the Government
Auditing Standards Report
The 2006 revision to the Audit Guide Government Auditing Standards and Circular A-133 Audits includes revisions and clarifications to the guidance on referring to other auditors in
Government Auditing Standards report. Previous editions of that
Guide had stated in footnotes to the introductory paragraphs of
the illustrative Government Auditing Standards reports that the
paragraph should describe any departure from the standard re33
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port on the financial statements and provided examples of such
departures, including references to the reports of other auditors.
Practice, however, was showing that some auditors were not making that reference in the Government Auditing Standards reports.
To more clearly address the issue, the discussion about other auditors in chapter 4 of the Audit Guide Government Auditing Standards and Circular A-133 Audits has been expanded to further
explain the requirement. The new guidance states that in all cases
in which the auditor’s report on the financial statements refers to
the report of other auditors, the introductory paragraph of the
Government Auditing Standards report do the same. Additionally,
the guidance clarifies that auditors have two equally acceptable
options for addressing the Government Auditing Standards findings of other auditors—the reference option or the inclusion option. The reference option would have the auditor add an
additional statement to the introductory paragraph of the Government Auditing Standards report stating to read as follows (new
wording shown in boldface type):
We have audited the financial statements of the governmental
activities, the business-type activities, the aggregate discretely
presented component units, each major fund, and the aggregate remaining fund information of Example Entity as of and
for the year ended June 30, 20X1, which collectively comprise
Example Entity’s basic financial statements and have issued
our report thereon dated August 15, 20X1. Our report was
modified to include a reference to other auditors. We conducted our audit in accordance with auditing standards generally accepted in the United States of America and the standards
applicable to financial audits contained in Government Auditing Standards, issued by the Comptroller General of the United
States. Other auditors audited the financial statements of
[identify organization, function, or activity], as described in
our report on Example Entity’s financial statements. This report does not include the results of the other auditors’ testing
of internal control over financial reporting or compliance and
other matters that are reported on separately by those auditors.

The inclusion option would have the principal auditor incorporate
the other auditors Government Auditing Standards findings into his
34
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or her Government Auditing Standards report. The new guidance
provides details on how the inclusion option would be applied.
If you are performing a Government Auditing Standards audit and
referring to the reports of other auditors in your report on the financial statement, this new guidance will be applicable to you.
Help Desk—The 2006 conforming changes to the Audit
Guide Government Auditing Standards and Circular A-133 Audits added two additional illustrative Government Auditing
Standards reports to illustrate both the reference and inclusion
options. See the Government Auditing Standards and Circular
A-133 Audits Guide discussion earlier in this section of this
Alert for additional information about the 2006 conforming
changes to that Guide.

Ethics Rulings and Proposals

The AICPA’s Professional Ethics Executive Committee (PEEC)
proposes and issues rulings relating to professional ethics. You can
download recent proposals and rulings from the AICPA Internet
site at www.aicpa.org/members/div/ethics/index.htm. The AICPA
issues Independence and Ethics Alert each fall to discuss recent developments in the area of independence and ethics for accountants.
Help Desk—The AICPA has issued a practice aid Independence Compliance: Checklists and Tools for Complying With
AICPA and GAO Independence Requirements (product no.
006627kk) that, for each set of standards, presents a series of
questions designed to help auditors identify potential independence issues and possible follow-up actions that auditors may
consider in addressing an independence issue.

Other Auditing Issues

Governmental Audit Quality Center
The AICPA Governmental Audit Quality Center (GAQC or the
Center) is a firm-based, voluntary membership center designed
to improve the quality of governmental audits and the value of
such audits to purchasers of governmental audit services. Governmental audits are audits and attestation engagements performed under Government Auditing Standards of federal, state, or
35
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local governments; not-for-profit organizations; and certain
for-profit organizations, such as housing projects and colleges
and universities that participate in governmental programs or
receive governmental financial assistance. The GAQC keeps
member firms informed about the latest developments. It also
provides tools and information to help member firms better
manage their audit practices. Firms that join demonstrate their
commitment to audit quality by agreeing to adhere to certain
membership requirements.
The GAQC has been in existence since September 2004. Since
its launch, the Center membership has grown to over 560 firms
from 50 states, the District of Columbia, Puerto Rico, and the
U.S. Virgin Islands. The membership accounts for 30 percent of
the total number of single audits and 80 percent of the total federal expenditures covered by single audits performed by CPA
firms in the Federal Audit Clearinghouse database (harvester.census.gov/sac) for the year 2003 (the latest year with complete submission data).
The Center’s focus is to promote the highest quality audits and to
save firms time by providing a centralized place to find information they need, when they need it, to maximize quality and practice success. Center resources include:
• E-mail news alerts on current audit and regulatory developments keep member firms informed about the latest
developments.
• A dedicated Internet site at www.aicpa.org/GAQC with resources, community, events and products, and a complete
listing of GAQC members in each state.
• Online member discussion forums for sharing best practices and discussing issues firm are facing.
• Webcasts, web seminars, and teleconferences updating
members on a variety of technical, legislative, regulatory,
and practice management subjects (note that these activities are archived on the GAQC Internet site).
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Help Desk—With all of the quality issues being noted in governmental audits, your firm should consider joining the Center. To
enroll or learn more about the GAQC, including details on the
membership requirements and fees for membership, go to
www.aicpa.org/GAQC; or e-mail GAQC staff at GAQC@aicpa.org.
To preview member benefits, go to www.aicpa.org/Memberships.
You should also be aware that there are a number of other resources available from the AICPA to assist you in performing
these audits, including technical guidance, practice aids, educational courses, and industry conferences. To view a summary of
events and products that relate to this area, go to www.aicpa.org/
GAQC/Events and www.aicpa.org/GAQC/Products.

Common Engagement Deficiencies
Following are some common deficiencies noted on governmental
financial statement audits, including audits conducted in accordance with Government Auditing Standards, found during recent
peer reviews and AICPA Professional Ethics Division investigations of CPA firms. (The AICPA Audit Risk Alert Government
Auditing Standards and Circular A-133 Audits—2006 lists common deficiencies noted on Circular A-133 audits.) The deficiencies on this list are the same deficiencies identified in past Alerts,
indicating continuing problems with the same matters. You
should consider reviewing your firm’s policies and procedures to
see whether your governmental engagements also might have the
following kinds of issues:
• The engagement team did not meet the Government Auditing Standards CPE requirements. (An earlier portion of
this section entitled “Government Auditing Standards Developments” discusses changes in Government Auditing
Standards CPE requirements.)
• The auditor used inadequate or outdated reference material related to the engagement performed.
• The audit documentation did not evidence that supervisory review was conducted in accordance with established
policies and procedures or that audit procedures were performed as planned.
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• The audit documentation evidenced an understanding of
internal control, but did not conclude whether the controls were placed in operation.
• The audit documentation did not evidence the auditor’s
consideration of the effect of the use of information technology on internal control. In particular, the audit documentation did not evidence the basis upon which the
auditor concluded to assess control risk at maximum when
controls were significantly dependent upon computerized
information systems.
• The auditor did not completely and consistently document the assessments of audit risk and the risk of misstatement due to fraud.
• The auditor did not sufficiently document discussions with
auditee management and among staff related to fraud.
• The auditor did not adequately design internal control and
compliance procedures, including sampling applications,
to support the reports issued.
• The audit documentation did not evidence on (1) how
the auditor derived the sample sizes used for testing, (2)
preliminary and final analytical review procedures, or (3)
the follow-up of open items on tests performed.
• The auditor did not adequately review subsequent events
or did not adequately document the review.
• The auditor did not modify the management representation letter if the auditee did not consult an attorney.
• The auditor did not update legal inquiries to the date of
the auditor’s report.
• The concurring partner review was inadequate.
• The auditor failed to observe or report on inadequate financial statement disclosures or the auditee’s incorrect application of GAAP, including the improper accounting for a
particular fund or inadequate financial statement disclosure.
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• The auditor did not modify the reports for particular circumstances, in particular for the use of non-GAAP bases
of accounting. For example, the reports were not modified
for financial statements issued under statutory accounting
provisions or an unqualified opinion was given for financial statements issued using a grant basis of accounting.
Under GAAS, an auditor is permitted to issue a standard
report on presentations in conformity with GAAP or a
special report on presentations in conformity with an
other comprehensive basis of accounting (OCBOA) as defined in SAS No. 62, Special Reports (AICPA, Professional
Standards, vol. 1, AU sec 623.04). (The AICPA Audit
Guide State and Local Governments, Chapters 14, “Audit
Reporting,” and 15, “Comprehensive Basis of Accounting
Other Than Generally Accepted Accounting Principles,”
discusses the required elements of auditor’s reports in various situations.)
• The auditor’s reports did not appropriately reference the
applicable auditing standards, financial statements, or
opinion units.
• The auditor did not issue a report on internal control over
financial reporting and on compliance and other matters
for audits subject to Government Auditing Standards.
• The auditor’s report on the financial statements did not
refer to the Government Auditing Standards report.
• The Government Auditing Standards report did not contain
the appropriate restrictions on its use.

Accounting Issues and Developments
GASB Pronouncements, Exposure Drafts, and Additional Projects
Help Desk—The “References for Additional Guidance” section later in this Alert discusses how to access the GASB Internet sites and GASB documents.
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GASB Statement No. 43 and No. 45
GASB Statement No. 43, Financial Reporting for Postemployment
Benefit Plans Other Than Pension Plans, starts to become effective
this year. That Statement provides accounting and financial reporting standards for plans that provide OPEB. As defined in
GASB Statement No. 43, OPEB are (1) postemployment health
care benefits and (2) other types of postemployment benefits (for
example, life insurance) if provided separately from a pension
plan. The provisions of the Statement apply if the OPEB plan is
reported in the financial statements of a participating employer,
plan sponsor, public employee retirement system (PERS), or
other entity that administers the plan. GASB Statement No. 43
supersedes GASB Statement No. 26, Financial Reporting for
Postemployment Healthcare Plans Administered by Defined Benefit
Pension Plans, and amends various other GAAP requirements relating to the financial reporting for OPEB plans. The provisions
of GASB Statement No. 43 are effective in three phases based on
the GASB 34 implementation phase of the employer (for singleemployer plans) or of the largest participating employer in the
plan (for multiple-employer plans). Specifically:
If the sole or largest participating
employer’s GASB Statement
No. 34 phase was:

The plan should apply GASB
Statement No. 43 for periods
beginning after:

Phase 1
Phase 2
Phase 3

December 15, 2005
December 15, 2006
December 15, 2007

Early implementation of GASB Statement No. 43 is encouraged.
Further, a component unit should implement the requirements
of GASB Statement No. 43 no later than the same year as its primary government.
GASB Statement No. 45, Accounting and Financial Reporting by
Employers for Postemployment Benefits Other Than Pensions, is a
companion to GASB Statement No. 43. GASB Statement No. 45
addresses how state and local governmental employers should account for and report their costs and obligations related to OPEB.
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GASB Statement No. 45 generally requires that state and local
governments account for and report the annual cost of OPEB
and the outstanding obligations and commitments related to
OPEB in essentially the same manner as they currently do for
pensions. Annual OPEB cost will be based on actuarially or similarly determined amounts that, if paid on an ongoing basis, generally would provide sufficient resources to pay benefits as they
come due. (Employers in certain plans with fewer than 100 total
plan members may apply a simplified alternative measurement
method instead of obtaining actuarial valuations.) The provisions
of Statement No. 45 may be applied prospectively and do not require governments to fund their OPEB plans. An employer may
establish its OPEB liability at zero as of the beginning of the initial year of implementation; however, the unfunded actuarial liability is required to be amortized over future periods.
The Statement establishes disclosure requirements that include information about the plans in which an employer participates, the
funding policy followed, amounts recognized as expense and amounts
actually contributed, the actuarial valuation process and assumptions, and the extent to which the plan has been funded over time.
GASB Statement No. 45 is effective in three phases using the definitions and cutoff points for implementation of GASB Statement No. 34. Specifically:
If the employer’s
GASB Statement
No. 34 phase was:

The employer should apply
GASB Statement No. 45 for
periods beginning after:

Phase 1
Phase 2
Phase 3

December 15, 2006
December 15, 2007
December 15, 2008

A component unit should implement the requirements of
GASB Statement No. 45 no later than the same year as its primary government. Early implementation of GASB Statement
No. 45 is encouraged.
The “Retiree Health Care Costs” discussion in the “Economic, Industry, and Environmental Developments” section of this Alert ad41
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dresses the actions that many governments are taking to identify
and manage their OPEB obligations. We have been asked what auditors should be looking for in considering the OPEB actuarial report in the audit of the financial statements. We direct auditors to
SAS No. 73, Using the Work of a Specialist, (AICPA, Professional
Standards, vol. 1, AU sec. 336). The auditor’s processes for considering the OPEB actuarial report should essentially be the same as
the auditor’s processes for considering a pension or other actuarial
report. One specific consideration, however, is that the auditor
should consider the actuary’s experience in performing OPEB valuations, as provided for in SAS No. 73, paragraph 8c (AICPA, Professional Standards, vol. 1, AU sec. 336.08c).
GASB Statement No. 44 and No. 46
Last year’s Alert discussed in detail the provisions of GASB Statements No. 44 and No. 46, which become effective in 2006.
GASB Statement No. 44,
Economic Condition Reporting:
The Statistical Section
GASB Statement No. 46, Net Assets
Restricted by Enabling Legislation

Effective for statistical sections
prepared for periods beginning after
June 15, 2005
Effective for financial statements for
periods beginning after June 15, 2005,
with earlier application encouraged

GASB Statement No. 47
In July 2004, the GASB issued Statement No. 47, Accounting for
Termination Benefits. Employers should recognize a liability and
expense for voluntary termination benefits (such as early retirement incentives) when the offer is accepted and the amount can
be estimated. Employers should recognize a liability and expense
for involuntary termination benefits (such as severance benefits)
when a plan of termination (as defined in the Statement) has
been approved by those with the authority to commit the government to the plan, the plan has been communicated to the employees, and the amount can be estimated. Governmental fund
financial statements should recognize those liabilities and expenditures to the extent the liabilities are normally expected to be liquidated with expendable available financial resources.
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GASB Statement No. 47 provides an exception to the general
recognition requirements for termination benefits that affect defined benefit postemployment benefits, such as pensions or retiree health care. Specifically, those termination benefits should
be accounted for in the same manner as defined benefit pensions
or other postemployment benefits, although any increase in an
actuarial accrued liability associated with a termination benefit
should be separately disclosed.
The Statement also elaborates on how to measure the cost of termination benefits and requires disclosure of information about
termination benefit arrangements, including a description of the
plan and the cost of the benefits.
GASB Statement No. 47 generally is effective for financial statements for periods beginning after June 15, 2005. However, for termination benefits that affect defined benefit postemployment
benefits other than pensions, governments should implement
GASB Statement 47 simultaneously with GASB Statement No. 45.
GASB Exposure Drafts
The GASB has two exposure drafts of Statements that it plans to
finalize in 2006.
Issued in September 2005, Sales and Pledges of Receivables and Future Revenues, proposes accounting standards for when certain
transactions—such as the sale of delinquent taxes, certain mortgages, student loans, or future revenues such as those arising from
tobacco settlement agreements—should be regarded as a sale or a
collateralized borrowing. The GASB has observed considerable
diversity in practice in the manner that such transactions have
been reported.
In addition to clarifying guidance on accounting for sales and
pledges of receivables and future revenues, the proposed Statement would (1) require enhanced disclosures pertaining to future revenues that have been pledged or sold; (2) provide
guidance on the sales of receivables and future revenues within
the same financial reporting entity; and (3) provide guidance on
recognizing other assets and liabilities arising from the sale of spe43
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cific receivables or future revenues. The requirements of the proposed Statement would be effective for financial statements for
periods beginning after December 15, 2006.
Issued in January 2006, Accounting and Financial Reporting for
Pollution Remediation Obligations, is intended to ensure that certain costs and long-term obligations not specifically addressed by
current governmental accounting standards will be included in financial reports. (This exposure draft is a follow-up to a March
2005 Preliminary Views [PV] document with the same title.)
Specifically, the exposure draft sets forth the key circumstances
under which a government would be required to report a liability
related to pollution remediation. According to the exposure draft,
a government would have to determine whether one or more
components of a pollution remediation liability are recognizable
if any of the following five situations occur:
• A government is compelled to take remediation action because pollution poses an imminent danger to the public or
environment and a government has little or no discretion
to avoid fixing the problem.
• A government has violated a pollution prevention-related
permit or license.
• A regulator has identified (or evidence indicates a regulator
will identify) a government as responsible (or potentially
responsible) for cleaning up pollution, or for paying all or
some of the cost of the clean up.
• A government is named in a lawsuit (or evidence indicates
that it will be named) to compel it to address the pollution.
• A government begins to clean up pollution or conducts related remediation activities, or otherwise legally obligates
itself to do so.
Components of the liability would be measured using an expected
value approach. The exposure draft also proposes capitalization and
note disclosure requirements. The requirements of the proposed
Statement would be effective for financial statements for periods
44
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beginning after June 15, 2007, with liabilities measured at the beginning of that period so beginning net assets could be restated.
Technical Bulletin 2006-1
In June 2006, the GASB staff issued a Technical Bulletin (TB),
Accounting and Financial Reporting by Employers and OPEB Plans
for Payments from the Federal Government Pursuant to the Retiree
Drug Subsidy Provisions of Medicare Part D. The TB clarifies the
proper accounting treatment for retiree drug subsidy (RDS) payments received under the provisions of the MMA (Public Law
[P.L.] 108-173, December 8, 2003).
The TB provides that:
• For RDS payments made to defined benefit OPEB plans
that are administered as qualifying trusts (or equivalent
arrangements), the employers should treat the payments as
on-behalf payments for fringe benefits, using the provisions
of GASB Statement No. 24, Accounting and Financial Reporting for Certain Grants and Other Financial Assistance.
• RDS payments to employers should be treated as voluntary nonexchange transactions in accordance with the provisions of GASB Statement No. 33, Accounting and
Financial Reporting for Nonexchange Transactions.
• For RDS payments to multiple-employer plans that are
not administered as qualifying trusts (or equivalent
arrangements), the employers in such plans should treat
their payments as voluntary nonexchange transactions.
• Measurements in accordance with GASB Statements
No. 43 and 45 should be made without reduction for
RDS payments.
The requirements of the TB generally were effective when it was
issued. The portions of the answers pertaining to measurement,
recognition, or required supplementary information requirements of GASB Statements No. 43 and 45 should be applied simultaneously with the implementation of those Statements.
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Derivatives Preliminary Views Document
In April 2006, the GASB issued a PV document, Accounting and
Financial Reporting for Derivatives. The PV defines derivatives as
they are defined in GASB TB No. 2003-1, Disclosure Requirements for Derivatives Not Reported at Fair Value on the Statement of
Net Assets. Derivatives often are complex financial arrangements
in which the fair value is derived from some other instrument or
rate. The types of derivatives that governments commonly use include interest rate swaps, commodity swaps, swaptions, and futures contracts.
The PV would require that the fair value and change in fair value
of derivatives be reported in the financial statements. However, if
a derivative is effectively hedging (reducing) the risk it was created to address, the annual changes in the derivative’s fair value
would be deferred and reported in a government’s statement of
net assets/balance sheet. (The PV discusses the hedge effectiveness criteria that would need to be met to identify an effective
hedging derivative.) Governments would also disclose information about their derivatives in the notes to the financial statements. The PV includes numerous illustrative examples of
common derivative applications and flowcharts for evaluating
hedge effectiveness.
The PV would require that the accounting changes adopted to
conform to the provisions of an eventual standard would be applied retroactively by restating financial statements, if practical,
for all prior periods presented. Provisions for an effective date will
be provided if and when the PV is issued as an exposure draft,
which the GASB currently plans to do in early 2007.
User and Implementation Guides
In July 2005, the GASB staff published Government Service Efforts and Accomplishments Performance Reports: A Guide to Understanding as a part of its continuing research project on service
efforts and accomplishments (SEA) reporting. The Guide is intended to assist citizens and others in using SEA performance reports issued by state and local governments.
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Help Desk—This Guide is on the Internet at www.seagov.org/
sea_gasb_project/sea_guide.pdf.

The GASB staff developed Guide to Implementation of GASB
Statement No. 44 on the Statistical Section to assist with developing the updated and expanded statistical section. The GASB staff
also developed the Guide to Implementation of GASB Statements
43 and 45 on Other Postemployment Benefits to assist with the
GASB standards on accounting and reporting for health care and
other nonpension benefits provided to retirees. The contents of
these two Implementation Guides eventually will be incorporated into the GASB staff ’s Comprehensive Implementation Guide.
Help Desk—In July, the GASB cleared a question-and-answer
intended to provide implementation guidance regarding qualifying OPEB plan trusts, and the responsibilities of those who
play a significant role in the functions of an OPEB plan that
includes such a trust, for purposes of accounting and financial
reporting in accordance with the requirements of GASB Statements No. 43 and 45. That guidance will be published in the
Comprehensive Implementation Guide—2006. In advance of the
Guide’s publication, that Question-and-Answer is on the Internet at www.gasb.org/project_pages/opeb_staff_guidance.pdf.

Upcoming GASB Due Process Documents
Projects for which the GASB expects to release documents relating
to proposed accounting and financial reporting standards in the
remainder of 2006 include (1) fund balance reporting, (2) additional economic condition reporting issues, and (3) intangible assets. Also expect an exposure draft of a proposed FASB Concepts
Statement to define key elements of financial statements and describe or define related concepts.
Help Desk—To track the progress of the GASB’s projects, go
to the GASB Internet site at www.gasb.org. The GASB generally posts exposure drafts on that site during the exposure period. It also posts its current technical plan listing and
describes its projects and timetable.
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Other Accounting Issues

Retroactive Reporting of General Infrastructure Assets
GASB Statement No. 34 allows governments to retroactively report
certain general infrastructure assets several years after they initially
implement GASB Statement No. 34. Full retroactive reporting of
those general infrastructure assets is required for fiscal years
beginning after June 15, 2005, for Phase 1 governments as defined
in paragraph 143 of GASB Statement No. 34. Full retroactive reporting of those general infrastructure assets is required for fiscal
years beginning after June 15, 2006, for Phase 2 governments.
As we discussed in last year’s Alert, we have been asked whether
that retroactive reporting of infrastructure is a change in accounting principle that requires the auditor to include an explanatory
paragraph in the auditor’s report on the financial statements in
the year of retroactive reporting. The answer is no because the
change in accounting principle occurred in the year that the entity adopted GASB Statement No. 34. Because the retroactive reporting would result in a restatement of beginning net assets, the
matter would likely be disclosed in the notes to the financial
statements. The auditor should consider whether appropriate disclosure has been made in the year of retroactive reporting. Further, while the retroactive reporting is not a change in accounting
principle, the auditor may add an explanatory paragraph to the
auditor’s report to emphasize the matter as provided in paragraph
19 of SAS No. 58 (AICPA, Professional Standards, vol. 1, AU sec.
508.19), as amended.

References for Additional Guidance
American Institute of Certified Public Accountants

Internet Site
The AICPA Internet site at www.aicpa.org offers users the opportunity to stay abreast of developments in accounting, auditing,
and professional ethics. Online resources include professional
news, membership information, state and federal legislative updates, AICPA press releases, speeches, exposure drafts, and a list
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of links to other accounting- and finance-related sites. The site
also has a “Talk to Us” section, allowing users to send e-mail messages directly to AICPA representatives or teams.
Publications
The following AICPA publications may be of interest to auditors
of state and local governments:
• Audit and Accounting Guide State and Local Governments
(product no. 012666kk)
• Audit and Accounting Guide Health Care Organizations
(product no. 012616kk) and the related annual Audit Risk
Alert, Health Care Industry Developments
• Audit and Accounting Guide Property and Liability Insurance Companies (product no. 012675kk) and the related
annual Audit Risk Alert, Insurance Industry Developments
• Audit Guide Government Auditing Standards and Circular
A-133 Audits (product no. 012746kk) and the related annual Audit Risk Alert, Government Auditing Standards and
Circular A-133 Audits
• SOP 98-2, Accounting for Costs of Activities of Not-for-Profit
Organizations and State and Local Governmental Entities
That Include Fund Raising. This SOP is an appendix to the
Audit and Accounting Guides Not-for-Profit Organizations
(product no. 012646kk) and State and Local Governments.
The SOP also is included in AICPA Technical Practice Aids.
• Applying OCBOA in State and Local Governmental Financial Statements (product no. 006614kk)—This nonauthoritative Practice Aid provides guidance in preparing
OCBOA financial statements for state and local governments and for the appropriate auditor reporting on those
financial statements.
• Audit and Accounting Manual (product no. 005135kk)—
Updated annually, this publication has a section of audit
programs for audits in accordance with Government Auditing Standards and Circular A-133.
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• Auditing Governmental Financial Statements: Programs and
Other Practice Aids (product no. 006602kk)—This nonauthoritative companion to Audits of State and Local Governments primarily comprises illustrative audit programs and
other practice aids—such as an engagement letter, a management representation letter, and deposit and investment
confirmations. An accompanying CD-ROM has an electronic version of each practice aid and of a case study on
selecting, evaluating the results of, and reporting on opinion units that could be used as a staff training tool.
• Auditing Recipients of Federal Awards: Practical Guidance for
Applying OMB Circular A-133: Third Edition (product no.
006602kk)—This revised and expanded publication incorporates the 2003 revision of Government Auditing Standards and the guidance in the AICPA Audit Guide
Government Auditing Standards and A-133 Audits. With
new chapters and new practice aids, it continues to include
a comprehensive case study that could be used as a staff
training tool. The publication comes with a CD-ROM
containing all of the practice aids.
• Independence Compliance: Checklists and Tools for Complying With AICPA and GAO Independence Requirements
(product no. 006627kk)—This new practice aid has, for
each set of standards, a series of questions designed to help
auditors identify potential independence issues and possible follow-up actions that auditors may consider in addressing an independence issue.
• Checklists and Illustrative Financial Statements for State and
Local Governments (product no. 009035kk)—Updated annually, this publication provides checklists and illustrations
of financial statements, note disclosures, and auditors’ reports, including reports in accordance with Government
Auditing Standards and the Single Audit Act Amendments
of 1996.
• Understanding and Implementing GASB’s New Financial
Reporting Model: A Question and Answer Guide for Preparers
50

ARA S&L.qxp

8/15/2006

11:32 AM

Page 51

and Auditors of State and Local Governmental Financial
Statements, Revised Edition (product no. 022516kk)—This
publication provides a summary of the significant portions
of GASB Statement No. 34 and related GASB publications in a question-and-answer format.
Continuing Professional Education Courses
The AICPA offers CPE in the form of both group-study and selfstudy courses, and in print and video formats.
Group-study courses include the following:
• Advanced Auditing of HUD-Assisted Projects
• Applying A-133 to Nonprofit and Governmental Organizations
• Audits of HUD-Assisted Projects
• Clever Cases on Current Complexities Confronting Governments and Not-for-Profits
• Foundations in Governmental Accounting: In GASB We Trust
• Fraud in the Governmental and Not-for-Profit Environments: What a Steal!
• Governmental Accounting and Reporting: Putting It All Together
• Governmental Accounting and Auditing Update
• Governmental and Nonprofit Annual Update
• Solving Complex Single Audit Issues for Government and
Nonprofit Organizations
• Sharp-Witted Studies on Single Audit and Yellow Book Snafus
• Workpaper Techniques for Government and Nonprofit
Organizations
• The Revised Yellow Book: Government Auditing Standards
Self-study courses include the following:
• Advanced Auditing of HUD-Assisted Projects (product
no. 730192kk)
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• Applying A-133 to Nonprofit and Governmental Organizations (product no. 730207kk)
• Audits of HUD-Assisted Projects (product no. 730297kk)
• Clever Cases on Current Complexities Confronting Governments and Not-for-Profits (product no. 731913kk)
• Foundations in Governmental Accounting: In GASB We
Trust (product no. 731643kk)
• Fraud in the Governmental and Not-for-Profit Environments: What a Steal! (product no. 731922kk)
• Governmental Accounting and Reporting: Putting It All
Together (product no. 732801kk)
• Governmental Accounting and Auditing Update (product
no. 736476kk)
• Governmental and Nonprofit Annual Update (product no.
731933kk)
• Solving Complex Single Audit Issues for Government and
Nonprofit Organizations (product no. 734410kk)
• Sharp-Witted Studies on Single Audit and Yellow Book
Snafus (product no. 733030kk)
• Workpaper Techniques for Government and Nonprofit
Organizations (product no. 732635kk)
• The Revised Yellow Book: Government Auditing Standards
(product no. 736115kk)
The AICPA also offers the following video courses/additional
manuals:
• Applying A-133 to Nonprofit and Governmental Organizations (product nos. 187204kk [VHS] and 187205kk
[DVD]/ 357204kk)
• Fraud in the Governmental and Not-For-Profit Environments: What a Steal! (product nos. 180923kk [DVD]/
350923kk)
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• Governmental Accounting and Auditing Update (product
nos. 186481kk [VHS] and 186482kk [DVD]/ 356481kk)
• Governmental & Nonprofit Annual Update (product nos.
181934kk [VHS] and 181935kk [DVD]/ 351934kk)
• The Revised Yellow Book: Government Auditing Standards
(product nos. 187105kk [VHS] and 187106kk [DVD]/
357105kk)
Online CPE
AICPA CPExpress, offered exclusively through CPA2Biz.com, is
the AICPA’s flagship online learning product. Divided into oneand two-credit courses that are available 24/7, AICPA CPExpress
offers hundreds of hours of learning in a wide variety of topics.
Governmental topics include Government Auditing Standards,
Circular A-133 auditing, governmental accounting and financial reporting pronouncements, HUD, industry updates, and
other pertinent issues. To register or learn more, visit
www.cpa2biz.com/CS2000/Products/CPA2BIZ/CPExpress.htm.
Industry Conference and Training Program
The AICPA will hold its annual National Governmental Accounting and Auditing Update Conference on August 21–22,
2006, in Washington, DC, and again on September 18–19,
2006, in Denver, CO. That conference is designed for practitioners; officials working in federal, state, or local governmental finance and accounting; and recipients of federal awards. It is the
premier forum for the discussion of important governmental accounting and auditing developments. Participants will receive
updates on current issues, practical advice, and timely guidance
on recent developments from experts. Optional pre- or post-conference workshops at both venues offer an intensive, interactive
opportunity for additional CPE.
The AICPA’s annual National Governmental and Not-for-Profit
Training Program will be held on October 16–18, 2006, in Las
Vegas, NV. That program is designed for practitioners or accountants, auditors, and other staff in government who want in-depth,
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hands-on training in government accounting and auditing. The
program also offers optional preconference workshops.
For more information about the conference or the training program, please contact the AICPA/CPA2BIZ Service Center at
(888) 777-7077 or visit www.cpa2biz.com.
Accounting and Auditing Technical Hotline
The Technical Hotline answers members’ inquiries about accounting, auditing, attestation, compilation, and review services.
Call (888) 777-7077, or go to www.aicpa.org.
Ethics Hotline
Members of the AICPA’s Professional Ethics Team answer inquiries concerning independence and other behavioral issues related to the application of the AICPA Code of Professional
Conduct. Call (888) 777-7077.
AICPA/CPA2BIZ Service Center
To order AICPA products, receive information about AICPA activities, and find help on your membership questions, call the
AICPA/CPA2BIZ Service Center at (888) 777-7077. You also
can order AICPA products from the Service Center by facsimile
at (800) 362-5066, or visit www.cpa2biz.com to obtain product
information and place online orders.
AICPA’s Governmental Audit Quality Center
The GAQC, which is designed to improve the quality of governmental audits, provides firm members with a set of best practices
and tools in the specialized area of governmental auditing, including
Government Auditing Standards and Circular A-133 audits. It also
includes a comprehensive Internet site at www.aicpa.org/GAQC.
See additional detail about the Center in the “Audit and Attestation
Issues and Developments” section of this Alert.
Governmental Accounting Standards Board

GASB publications can be ordered by calling the GASB Order
Department at (800) 748-0659. Publications are also available
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for purchase by mail (P.O. Box 30784, Hartford, CT 06150) or
on the GASB’s Internet site at www.gasb.org.
The GASB offers the following publications and services:
• GASB exposure and discussion documents. During the
comment period, the GASB posts all exposure and discussion documents on its Internet site at no charge. Final
documents continue to be part of the GASB subscription
plan or may be purchased individually from the GASB
Order Department.
• Codification of Governmental Accounting and Financial Reporting Standards. The 2005–2006 edition is as of June 30,
2005, and may be ordered on line or through the GASB
Order Department; the 2006–2007 edition is as of June
30, 2006, and will be available in the fall of 2006.
• GASB Original Pronouncements. The 2005–2006 edition is
as of June 30, 2005, and may be ordered on line or
through the GASB Order Department; the 2006–2007
edition is as of June 30, 2006, and will be available in the
fall of 2006.
• GASB staff document Comprehensive Implementation Guide.
This document, issued once a year and available each fall,
includes all separately issued implementation guides in one
publication. This Guide provides, in a question-and-answer format, relevant and helpful implementation guidance on various GASB standards.
• GASB Governmental Accounting Research System (GARS).
GARS, which is an electronic version of the GASB’s Codification of Governmental Accounting and Financial Reporting
Standards, Original Pronouncements, and Implementation
Guides in electronic form, is updated twice a year.
• GASB User Guides. The GASB publishes nonauthoritative
guides to assist users of government financial statements to
understand what information can be found in governmental reports.
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• GASB Internet Site. Information about the GASB can be
found on its Internet site, www.gasb.org. The site links to
online resources about GASB Statement No. 34. The
“What’s New?” section contains the latest news about the
GASB and governmental accounting, as well as calendars
of GASB meetings, speaking engagements, constituent
events, outstanding due process documents, the currentperiod technical plan, and other frequently requested materials. Other items include “Facts about GASB”;
summaries of all final GASB documents and ordering information; a list of board members, staff, and advisory
council members with their e-mail addresses; and a technical inquiry system.
• Performance Measurement for Government Internet Site. The
GASB’s second Internet site, located at www.seagov.org, is
a clearinghouse for information about the development,
use, and reporting of performance measures for governments. The site’s main features include a citizens’ guide
and links to government performance indicators, studies,
reports, government sites, ongoing projects, and several
online discussion groups.
Government Accountability Office

The GAO Internet site at www.gao.gov contains links to the hundreds of reports and testimony to the Congress each year on a variety of subjects, including accounting, budgeting, and financial
management. Hard copies of GAO reports and testimony can be
obtained from the GAO, 441 G St NW, Room LM, Washington,
DC 20548; phone (202) 512-6000; fax (202) 512-6061; or
www.gao.gov/cgi-bin/ordtab.pl.
The GAO’s Internet site also includes Comptroller General decisions and legal opinions; GAO policy documents; and special
publications. You may subscribe to GAO daily electronic alerts at
www.gao.gov/subtest/subscribe.html.
The following are among the publications available on the GAO’s
Internet site at www.gao.gov/govaud/ybk01.htm. Certain of
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them also are available in printed form, as explained at that Internet site:
• 2003 revision to Government Auditing Standards, which are
standards that relate to financial and performance audits
and attestation engagements of governmental organizations,
programs, activities, and functions, and of governmental
funds received by contractors, nonprofit organizations, and
other nongovernmental organizations.
• Technical Amendment to the CPE Requirements of the 2003
Revision of Government Auditing Standards amends the
2003 revision to Government Auditing Standards effective
for CPE measurement periods beginning on or after June
30, 2005, with early application encouraged.
• Government Auditing Standards: Answers to Independence
Questions responds to questions related to Government Auditing Standards independence requirements, including
implementation time frame, underlying concepts, and application in specific nonaudit circumstances.
• The exposure draft of the 2006 revision to Government Auditing Standards and the clarification on the proposed implementation dates for that revision. (The final 2006
revision will be posted at that site when finalized.)
• The temporary exemptions from certain provisions of the
2003 revision of Government Auditing Standards for auditors and audit organizations affected by Hurricanes Katrina and Rita.
Government Finance Officers Association

The Government Finance Officers Association (GFOA) can be
contacted at 203 North LaSalle Street, Suite 2700, Chicago, IL
60601-1210; phone (312) 977-9700; fax (312) 977-4806;
www.gfoa.org. Its publications include:
• 2005 Governmental Accounting, Auditing, and Financial
Reporting: Using the GASB 34 Model—This publication,
commonly known as the GAAFR or “Blue Book,” provides
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detailed professional guidance on the practical application
of GAAP to state and local governments. Included with
the basic text is a CD-ROM of the narrative portions of
the publication. (The GAAFR Study Guide: Outlines & Exercises and the GAAFR Self-Study Course also are available
to assist those wishing to use the GAAFR for instructional
or self-study purposes.)
• General-Purpose Government Checklist for the Certificate of
Achievement for Excellence in Financial Reporting Program—
This detailed checklist is available free of charge on the
GFOA Internet site, along with specialized checklists for
stand-alone business-type activities, school districts, public
employee retirement systems, and investment pools.
• Model Request for Proposal for Auditing Services (CDROM)—This CD-ROM includes a model request for proposals for auditing services in WordPerfect 6.1 format.
• Evaluating Internal Controls: A Local Government Manager’s
Guide—This publication is designed for public managers
seeking the practical guidance needed to assume a leadership role in the design, implementation, and maintenance
of a comprehensive framework of internal control.
• GAAFR Review—This six-page subscription newsletter, issued 10 times each year, covers major issues in governmental accounting, auditing, and financial reporting and
includes analyses of recent authoritative pronouncements.
• Recommended Practices for State and Local Governments—
The GFOA’s recommended practices identify “best practices” in each of the major disciplines of state and local
government finance. They are available free of charge on
the GFOA Internet site.
• Financial Indicators Data Base—The GFOA makes available
each year key data extracted from Comprehensive Annual
Financial Reports (CAFRs) submitted to its Certificate Program. Separate data bases are available for counties, generalpurpose governments, and school districts.
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The GFOA also publishes a 20-volume “elected officials” series,
which includes An Elected Official’s Guide: Employer’s Accounting
for Pensions and other Post-Employment Benefits; An Elected Official’s Guide to the New Governmental Financial Reporting Model;
An Elected Official’s Guide to Fund Balance and Net Assets; An
Elected Official’s Guide to Auditing; and An Elected Official’s Guide
to Internal Controls and Fraud Prevention.
This Audit Risk Alert replaces State and Local Governmental Developments—2005.
The State and Local Governmental Developments Audit Risk Alert
is published annually. As you encounter audit and industry issues
that you believe warrant discussion in next year’s Alert, please feel
free to share them with us. Any other comments that you have
about the Alert would also be greatly appreciated. You may e-mail
those comments to rdurak@aicpa.org or write to:
Robert Durak, CPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
We also suggest that you review the annual AICPA Audit Risk
Alert Government Auditing Standards and Circular A-133 Audits—2006 if you have auditees that receive federal money. That
Alert addresses current issues of relevance to the performance of
single audits, including regulatory, legislative, and other developments, among its many topics. Also review the AICPA Audit Risk
Alert, which is a general update on economic, auditing, accounting, and other professional developments. That publication discusses numerous general audit topics of interest that, although
not specifically geared toward an audit of the financial statements
of state and local governments, might be relevant to auditors of
those financial statements.
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APPENDIX

Internet Resources
The following lists the Internet Web sites of many of the organizations referred to in this Audit Risk Alert, as well as others that
auditors of state and local governments may find useful. Those
auditors also should refer to the listing in the Audit Risk Alert
Government Auditing Standards and Circular A-133 Audits—
2006 of the Internet sites of various federal agencies and related
organizations.
Organization

Internet Address

American Institute of CPAs:
Main page
Governmental Audit Quality Center page
Association of Government Accountants
DisclosureUSA.org
Financial Accounting Standards Board
Government Accountability Office:
Main page
Government Auditing Standards page
General Printing Office Access (with links
to search Code of Federal Regulations,
Federal Register, and Public Laws)
Government Finance Officers Association
Governmental Accounting Standards Board:
Main page
Performance Measurement for Government
U.S. House of Representatives
Internal Revenue Service
Library of Congress
Municipal Securities Rulemaking Board
National Association of Local
Government Auditors
National Association of State Auditors,
Comptrollers, and Treasurers

www.aicpa.org
www.aicpa.org/gaqc
www.agacgfm.org
www.DisclosureUSA.org
www.fasb.org
www.gao.gov
www.gao.gov/govaud/ybk01.htm
www.access.gpo.gov

www.gfoa.org
www.gasb.org
www.seagov.org
www.house.gov
www.irs.gov
www.loc.gov
www.msrb.org
www.nalga.org
www.nasact.org
(continued)
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Organization

Internet Address

Public Company Accounting Oversight Board
Securities and Exchange Commission:
Main page
Municipal Markets page
U.S. Senate
Thomas Legislative Search

62

www.pcaobus.org
www.sec.gov
www.sec.gov/info/municipal.shtml
www.senate.gov
thomas.loc.gov
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